Texas Water
Development Board

P.O. Box 13231, 1700 N. Congress Ave.
Austin, TX 78711-3231, www.twdb.texas.gov
Phone (512) 463-7847, Fax (512) 475-2053

TO: Board Members

THROUGH: Jeff Walker, Executive Administrator

FROM: Investment Officers

DATE: February 9, 2017

SUBJECT:  Quarterly Investment Report for the period Sept. 1 — Nov. 30, 2016

Please find attached the quarterly investment report for the period ending November 30, 2016.
This report has been prepared and submitted in accordance with the Public Funds Investment Act
(PFIA) and the Texas Water Development Board (TWDB) Investment Policy and Strategies.

This report provides a snapshot of the portfolio at the end of the period, shows the diversification
in security types, shows totals by investment fund type (including average yield and weighted
average maturity), identifies significant changes from the beginning of the period to the end of the
period in each investment fund type, and provides a year-to-date summary of each fund type. We
have also included the Federal Reserve Bank’s (FED) National Economic Outlook and Texas
Economic Indicators for this period. Highlights from the FED report include:

The big FED news this quarter is the steep rise in government yields since the November election.
This rise in yields has been seen in our portfolio by a decrease in the fair market value, particularly
on the SWIRFT investments which are largely discount notes or zero coupon bonds. An increase
in market yields means lower market prices for these types of investments. The SWIRFT
investments are the investments held at BN'Y Mellon that were purchased with the intent to hold
until their maturity, which corresponds to debt service dates on the SWIRFT bonds issued. These
investments do not include the SWIFT funds which are managed and reported separately by the
Texas Treasury Safekeeping Trust Company or the SWIFT cash which is part of the Treasury
Pool. TWDB'’s decrease in the fair market value of our portfolio resulted in an unrealized loss as
of Nov. 30, 2016. However, because we hold all investments to maturity, these changes do not
result in any actual losses of principal to TWDB. An actual loss would result only if we sold the
investment.

Our Mission : Board Members

To provide leadership, information, education, and :  Bech Bruun, Chairman | Kathleen Jackson, Board Member | Peter Lake, Board Member
support for planning, financial assistance, and -
outreach for the conservation and responsible -
development of water for Texas :  Jeff Walker, Executive Administrator
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The investment portfolio for the TWDB for this period is in compliance with the Public Funds
Investment Act and the TWDB Investment Policy and Strategies.

Rebecca Trevino, Chief Financial Officer Amanda Lavin, Development Fund Manager

LeeRoy Lopez, Director of Accounting Elaine S. Wilson, Revenue Team Lead
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Strong Growth and Higher Inflation Mark End of 2016

December 16, 2016

U.S. economic indicators released in November and Decem-
ber have been mostly positive. Real gross domestic product
(GDP) growth accelerated in the third quarter to its fastest
pace in two years, while the unemployment rate fell to its
lowest level since 2007. Core measures of personal consump-
tion expenditures (PCE) inflation have edged up toward the
Federal Reserve's target rate of 2 percent. Bond yields rose
sharply following the presidential election. Professional fore-
casts point to moderate growth in fourth quarter 2016.

Government Yields Rise After Election

Between the conclusion of the November Federal Open Mar-
ket Committee meeting (Nov. 2) and the eve of the U.S.
presidential election (Nov. 7), there was little change in key
interest rates such as the three-month T-bill and 10-year
Treasury bond. But since then, there has been a steepening
of the yield curve, with the long-term Treasury rate rising
more than 50 basis points relative to the three-month T-bill
rate as of Dec. 12 (Chart 1). Stock prices have also risen
sharply since the election, with the S&P 500 and Dow Jones
indexes up 3 to 5 percent. The jump in both bond yields and
stocks likely reflects changes in perceptions of future federal
government policies, including potential tax cuts, infrastruc-
ture spending and deregulation.

Consumption, Output Indicators Trend Upward

Real GDP grew 3.2 percent in the third quarter, an upward
revision from the 2.9 percent initial estimate. Net exports
made an unusually large contribution due to a sharp rise in
soybean exports that was attributable to poor weather in Lat-
in America (Chart 2). The Institute for Supply Management
nonmanufacturing and manufacturing indexes have both
moved up over the past few months. The nonmanufacturing
index rose 2.4 points from October to 57.2 in November, and
the manufacturing index climbed 1.3 points to 53.2. These
levels are consistent with GDP growth near or above 2 per-
cent when averaged over the third and fourth quarters.

Consumption has also expanded at a solid pace, with nominal
PCE growing 4.2 percent year over year as of October (Chart
3). Retail sales in November were slightly disappointing, reg-
istering only 0.1 percent growth. However, stronger numbers
in October and September suggest that consumer spending
levels are still healthy. The University of Michigan’s Consumer
Sentiment Index reached 93.8 after the election, the highest
reading since May and an increase of 6.6 points from Octo-
ber’s reading.

Growth in investment-related indicators was sluggish by

Federal Reserve Bank of Dallas

Chart 1

Treasury Yield Curve Steepens Since Nov. 8 Election
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Real GDP Growth for Third Quarter Revised Upward
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Chart 3

Year-over-Year Growth Solid in Retait Control and PCE Consumer Spending
Percent*
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comparison. Nonresidential fixed investment contributed
zero to real GDP growth. However, a positive sign for
the future was a strong increase of 6.6 percent in nomi-
nal before-tax corporate profits in the third quarter fol-
lowing a decline of 0.6 percent in the second quarter.
Durable-goods orders rose 4.8 percent in October,
buoyed by a 12 percent rise in transportation equip-
ment. This stronger-than-expected rise in orders sug-
gests that the slump in business investment may be
ending.

Chart4
Labor Slack Falls in November
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Chart 5
Wage Growth Drifts Upward

Percent change, year/year

45
f Oct. 16
4.0 | 1)
35 {
3.0 Nov. 16
248
ry Atianta Fed's
25 eamings wags growth tracker
2016:Q3
20 236

15

Wages & selaries

1.0 { - N - T
2007 2008 2009 2010 2012 2013

NOTE: The shaded area indicatas recession.

SOURCES: Bureau of Labor Statistics; Fedsral Reserve Bank of Atianta. National Bureau of Economic Ressarch

2011 2014 2015 2016

Chart 6

Core and Trimmed Mean Inflation Heading for 2 Percent
Percent change, ysar/ysar
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Labor Market Remains Strong

The headline unemployment rate fell 0.3 percentage
points in November to 4.6 percent, accompanied by a
178,000 rise in nonfarm payroll jobs. At a more granular
level, the industries with the strongest employment
growth included professional services (63,000 jobs),
health services (35,000) and leisure and hospitality
(29,000). Industries with job losses included manufactur-
ing (4,000) and retail trade (8,000). Oil and gas extrac-
tion payrolls rose by 1,100, suggesting that energy activi-
ty may have stabilized.

Chart 4 shows the headline plus alternative unemploy-
ment rates over time. U6 unemployment—the broadest
measure, which includes total unemployed, underem-
ployed and discouraged workers—fell 0.2 percentage
points to 9.3 percent in November. U6 unemployment fell
slightly less than headline unemployment (U3) because
the labor force participation rate dipped 0.1 percentage
points to 62.7 percent.

Wage growth has picked up in recent years, with different
indicators exhibiting varying degrees of improvement
(Chart 5). The Federal Reserve Bank of Atlanta’s Wage
Growth Tracker exhibited the strongest year-over-year
growth of 3.9 percent in October. The reason this measure
is much stronger than the Bureau of Labor Statistics (BLS)
average hourly earnings growth is that the Atlanta Fed
tracks wage growth for those who stay employed
(although not necessarily at the same job), while the BLS
includes the reemployed and new entrants. The gap be-
tween the two suggests that the reemployed and new en-
trants are receiving lower wages than those of the existing
workforce. The BLS’ Employment Cost Index aims to
measure wage growth while excluding the effect of chang-
es in worker characteristics, controlling for employment
shifts between industries and occupations. This explains
why its growth has been lower than wage growth for the
actual population of workers during the recovery.

Inflation on Track to Reach Fed Target

PCE inflation rates moved toward the Federal Reserve’s 2
percent target inflation rate. Core PCE (which excludes
food and energy) and Trimmed Mean PCE (the Dallas
Fed's alternative measure of core inflation) reached 1.7
percent and 1.8 percent, respectively, on a year-over-year
basis in October (Chart 6). Headline PCE rose to 1.4 per-
cent. According to the Survey of Professional Forecasters,
core PCE inflation is expected to be 1.6 percent in the
fourth quarter—unchanged from the previous survey—and
reach 2 percent in 2018.

—Daniel Chapman

About the Author

Chapman is a research assistant in the Research Depart-
ment at the Federal Reserve Bank of Dallas.
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Economic Indicators

FEDERAL RESERVE BANK OF DALLAS ¢ DECEMBER 19, 2016

S um m a ry The Texas economy expanded in November. Employment growth accelerated, and unemployment ticked
down. Both the Texas Leading Index and the Texas Business-Cycle Index indicated a return to moderate
economic growth. The energy sector saw mixed conditions, exports were flat, and the housing market expanded.

Empiloyment - ) -
B2y P Texas employment grew 2.1 percent annualized in
Month/montn percent change® November, outpacing the nation’s 1.5 percent growth
8 rate.
7
6 P Of the major metros, Dallas expanded at the fastest
5 pace at 4.3 percent (annualized), and others saw mod-
4 erate growth.
3
2 P The Texas and U.S. unemployment rates both dropped
1 to 4.6 percent.
_? »The Dallas Fed's Texas Employment Forecast for 2016
2 (December over December) increased in November to
2012 2013 2014 2015 2016 1.6 percent job growth.
*Seasonally adusted, annualized rate.
SOURCES: Bureau of Labor Statistics; Texas W Commission; adj by the Dallas Fed

Texas Leading Index

P The Texas Leading Index, a composite of eight indica-
Index, 1987 = 100 tors that tend to change direction before the overall
1359 economy does, increased in October. The one-month
130 1 net change was 0.65 percent, and the three-month net
125 | change was 0.13 percent.
120 1
15
110 1
105 -
100

‘00 ‘01 02 '03 '04 '05 ‘06 '07 '08 '09 '10 11 12 13 '14 15 16
NOTE: Data are seasonally adjusted.
SOURCE: Dallas Fed.

Texas Business-Cycle Index

P The Dallas Fed's Texas Business-Cycle Index, which
Month/manth percent change, annual rate helps gauge the current state of the Texas economy,
10 indicates that the economy is now expanding at a faster

: G pace than its long-term average.
; W\Aﬂﬁﬁ% 39 pTheindex grew at a 4.5 percent annualized pace in
R0 N | I 1 S O S A AP _ November and is 3.3 percent above year-ago levels.

'72 '74 '76 '78 '80 '82 '84 '86 '88 '90 '92 '94 '96 '98 '00 '02 '04 '06 '08 10 12 '14 16

NOTES: Horizontal line is average from January 1995 to present. Shaded areas indicate Texas recessions.
SOURCE: Dallas Fed.



Crude Oil Prices

Natural Gas Prices

Dollars/barrel Dollars/miltion Btu
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SOURCE: U.S. Energy Information Administration.

P The price of crude oil contracted 8.2
percent in November, reaching $45.71. It
is still 7.7 percent above year-ago levels.

SOURCE: Wall Street Journal.

P Natural gas prices dropped 15.3 percent
in November. They fell to $2.50, but
remained 20.2 percent above year-ago

Texas Rig Count

Active rigs
1,000 7
800 1
600
400

271
200 1

2012 2013 2014 2015 2016

SOURCE: Baker Hughes.

P Despite the decline in prices, 21 new
rigs were added in November, bringing
the active rig count to 271. This is still 20.1

levels. percent below year-ago levels,
Exports
Index, January 2009 = 100* Index, January 1988 = 100 P Texas expor_ts remained un(:hanged in October, while
190 - 100 U-S-exports ticked down 3.0 percent.
Texas exports
180 1 <—p [ o5 P Texas exports continue to be hampered by low oil
170 ) prices, weak global demand and a strong dollar.
160 1
- 90
150 - P The Texas trade-weighted value of the dollar dipped
140 1 85 slightly in October but was up from year-ago levels and
130 1 far above its July 2011 record low.
. 80
120
110 1 ) - 75
100 A Texas trade-weighted value of the dollar
90 70
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
*Seasonally adjusted, real dollars.
SOURGES: Census Bureau, WISERTrade; Dallas Fed.
Housing
P In October, indicators of the Texas housing market
Index, January 2007 = 100" .
’ suggested expansion.
130 ====Real residential contract values
1104 = Housing starts P Texas single-family building permits expanded 2.0
= Single-family building permits | percent, while the five-month moving average was flat.
90 1 ' P The value of Texas residential construction contracts
70 4 increased 13.8 percent, and the five-month moving
average increased 1.9 percent.
50 1
P Housing starts ticked up 10.4 percent in October,
30 though the five-month moving average dropped 1.0
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

~Seasonally adfusted, five-month moving average.
SOURCES: Bank of Tokyo-Mitsubishi UFJ; FW. Dodge; Census Bureau.

NOTE: Data may not match previously published numbers due to revisions

Questions can be addressed to Stephanie Gullo at stephanie.gullo@dal.frb.org.

More Dallas Fed economic updates:

percent.

P Existing-home sales expanded 1.6 percent in Texas,
with the largest growth seen in San Antonio at 8.8
percent in October. Inventories remained tight at 3.7
months of supply.

www.dallasfed.orgf/research/update/




